This paper uses panel data on bilateral FDI flows in the European Union to empirically analyze the impact of labor and corporate taxations on FDI decisions. While the effect of corporate taxes on FDI is well documented, the impact of labor taxes on FDI has been neglected. This is surprising since labor taxation may influence FDI as well. The reason for this is that taxation of labor affects the production cost and the ability to attract and retain productive labor and ultimately the investment return. By employing a Heckman two-step estimation model, which controls for possible sample selection bias due to many zero bilateral observations, it is found that labor taxes do influence FDI decisions. The effect is significant both statistically and economically, although the magnitude is smaller than for corporate tax.
Introduction
Researchers have paid much attention to the role corporate taxation plays in attracting foreign direct investment (FDI). As a result, there is a vast literature estimating the effect corporate taxes have on FDI, and it is now fair to say there is consensus that corporate taxation has a statistically significant impact on FDI decisions. The exact magnitude is uncertain, however. Common estimates of the semi-elasticity typically fall between -5 and 0, with a median of -2.9 (see e.g., De Mooij & Ederveen, 2006 and Feld & Heckemeyer, 2009) , implying that a one percentage point increase in the corporate tax rate lowers FDI by 2.9 percent.
Other taxes, apart from the corporate tax rate, may impact a firm's net return and, hence, are likely to matter for FDI decisions as well. Knowledge of the impact of other taxes on FDI decisions is limited, however. One important tax whose effect has been neglected so far is labor taxation. Taxation of labor, and that of high-skilled labor in particular, may affect multinationals' activities and FDI decisions as taxation of labor likely directly influences the net return to investments by increasing firms' costs. In addition, labor taxation may reduce work effort and firms' ability to attract and retain productive workers and thus indirectly lowers the investment return. This paper studies how taxation of labor influences FDI decisions. It closely follows Hansson & Olofsdotter (2010) and makes use of a two-step Heckman estimation model that controls for possible sample selection problems, and, we believe, better reflects the nature of FDI decisions; that is, whether to invest or not and, given that investment takes place, the amount of FDI to invest.
Using recent data on marginal and average labor and corporate tax rates for all the 27 EU member countries covering the period 1997-2007, we find that labor taxes have a negative impact on FDI. More specifically, within the EU27 we find a semi-elasticity of around -2, implying that a one percentage point increase in the difference in labor tax rates lowers FDI flows by about 2 percent.
The rest of the paper is organized as follow. Section 2 provides some background for why labor taxation may matter for FDI decisions, and discusses some previous studies. Section 3 reviews trends in FDI flows within the EU and in corporate and labor tax rates, while section 4 presents the method and data used. Section 5 reports the results and section 6 provides some further analysis and discussion. Section 7 concludes the paper.
Why labor taxes may matter for FDI decisions
Why is there extensive research on corporate taxation and FDI decisions, but little or no research on labor taxation and FDI decisions? Obviously, it is natural to assume that taxation of capital, rather than labor, affects capital flows such as FDI. Moreover, the extensive focus on corporate taxation as a determinant of FDI typically rests on the assumption that capital is mobile and responds to cross-country differences in corporate tax rates. Countries can thus attract FDI by lowering their corporate tax rate. The downward trend in corporate tax rates in the last decades has been attributed, at least partially, to this so-called tax competition.
On the other hand, the link to FDI is less obvious for labor taxation, which has not traditionally been regarded as influencing FDI decisions. The reasons for this can be questioned, however. One reason is that labor is immobile (or at least more immobile than capital). Another reason is that labor taxation is not typically thought of as influencing firms' costs and investments. Still, even if labor were less mobile than capital, or even totally immobile, labor taxation could matter for FDI decisions as it is expected to affect multinational firms' net returns and, consequently, their location and investment decisions. Whether labor taxation impact firms' net return depends on how labor taxes affect firms' costs; that is, the incidence of labor taxation. Traditionally, the burden of labor taxation has been thought to fall entirely on the employees and therefore not impacting employers' cost. This result may not hold, however, especially not for high-skilled workers who face increasing alternatives and are unlikely to supply their labor perfectly inelastically.
Several recent studies suggest that the traditional view of a tax on labor being fully borne by the employee can be questioned (see e.g., Forslund et al, 2006 , Daveri & Tabellinni, 2000 , and Bingley & Lanot, 1999 . There are many reasons for this and several of them result from globalization and increasing competition. Wage formation, for example, is more decentralized today than it has been previously (Kiander et al, 2004) due to, among other things, increased competition and an increasing share of workers in foreign-owned companies. Today, firms have a wider set of options than previously when it comes to production location and, thanks to technological progress, means of production. This has altered the power positions in wage negotiation away from the employee. Consequently, it is unrealistic to assume that the long-run labor supply is perfectly inelastic and, therefore, totally insensitive to firms' increasing alternatives and the increased risk of losing one's job.
Moreover, even if the burden of the labor tax were to fall entirely on the employees, labor taxation would likely affect the ability of firms to attract and retain productive labor and key personnel and, in addition, workers' effort. An extensive literature has found that incentives and compensation policies matter for individuals' effort (see e.g., Ehrenberg, 1990, and Prendergast, 1996 , for reviews). This literature indicates that there is a positive relationship between wages and work effort. One reason for this, stemming from the efficiency wage theory, suggests that workers compare their current pay with opportunities outside the firm, and that a higher net wage reduces the attractiveness of outside opportunities and increases higher work effort at current jobs (Akerlof & Yellen, 1986) . Another reason, stemming from the equity theory, suggests that workers compare compensation within the firm (Lawler et al, 1968) . Empirical work has confirmed a positive correlation between wage and work effort (see e.g., Lazear, 2000 , Asch, 1990 , Bognanno & Ehrenberg, 1990 , Kahn & Sherer, 1990 . Hence, even if we assume that the burden of labor taxation falls entirely on workers, labor taxation would still affect production costs as lower net compensation for workers reduces their effort, which in turn increases production costs and lowers efficiency. Similar results have been found in the tax response literature, with several studies revealing that especially high-income earners respond to lower net-return by reducing effort rather than reducing hours worked (see e.g., Gruber & Saez, 2002) .
The importance of a well functioning labor market and a strong link between workers' incentives and effort has also been pointed out as one of the twelve important pillars for competiveness according to the World Competitiveness Report. To ensure competitiveness it is important to allocate workers to their most efficient use and to provide incentives that motivate effort (World Economic Forum, 2009 ). Large labor tax wedges and a progressive tax structure can, thus, reduce the link between incentives and effort and reduce competitiveness and ultimately the return to investments.
Few empirical studies have estimated the effect of labor taxes on FDI, despite survey results suggesting that labor taxes do influence firms' localization and investment decisions. For example, a survey by Braunerhjelm & Lindquist (1999) , based on interviews with the 50 largest corporations in Sweden, shows that individual income taxation is one of the driving factors for Swedish firms' decisions on location of their headquarters. Specifically, their survey discloses that favorable individual income taxation, followed by well developed transportation, closeness to customers, and attractive region are the most important determinants of where headquarters locate.
Although corporate taxation is found to be important, it ranks lower than individual income taxation.
A few studies have investigated the effect that labor taxes have on FDI. Egger & Radulescu (2008) model how corporate taxes and labor taxes influence FDI decisions.
They distinguish between labor taxes levied on employers and employees, and argue that both affect firms' profits but for different reasons. Labor taxes levied on employers increase firms' costs and, thereby, reduce profits, while taxes levied on employees reduce managers' effort and, thereby, firms' profits. Egger & Radulescu hence assume that the statutory incidence equals the economic incidence. In the empirical part of their paper the hypothesis is tested on FDI stocks from 49 countries for 2002. The result suggests that labor taxes matter for FDI decisions, and, interestingly, that the employee-borne part of the labor tax influences FDI stocks negatively. The progressivity in the personal income tax also has a negative and significant impact on FDI stocks. However, they do not find that the employer-borne part of the tax affects FDI stocks significantly, which may seem surprising, but could indicate that the statutory tax incidence is a poor proxy for the economic incidence. Corporate tax rates are found to be more important, though, when it comes to level of significance and magnitude.
As labor taxation is strongly correlated with labor cost, the literature on labor and wage cost as determinants of FDI is of relevance and worth briefly mentioning. Several papers discuss the impact labor or wage costs have on FDI decisions. As labor cost is an important factor cost, it is thought to mainly influence vertical FDI; that is, FDI motivated by lower production costs. There is mounting evidence that labor and wage costs influence localization decisions. Braconier et al (2005) , for instance, reveal that wage costs have a strong negative effect on FDI flows from the US and Sweden; countries with relatively cheap low-skilled labor attract more FDI than countries where low-skilled labor is more expensive, which supports the case for vertical FDI. Moreover, Becker et al (2005) find that higher labor costs deter FDI flows to Germany and Sweden. This is also in line with what Braunerhjelm & Thulin (2009) reveal for FDI flows from Sweden. Specifically, they maintain that FDI flows have become increasingly sensitive to wage costs, but that the presence of agglomeration economies allows for higher wages. Cheng & Kwan (2000) also find wage costs to have a negative effect on FDI in 29
Chinese regions for the period 1985 to 1995, which is in contrast to Chen (1996) and Head & Ries (1996) for whom labor cost differences are not important for location of FDI in China, but agglomeration economies are. Further support for a link between labor costs and FDI is provided in Bellak et al (2008) who, after studying and surveying pre-existing literature on labor costs and FDI to the Central and Eastern European Countries (CEEC), conclude that labor cost is an important negative determinant of FDI flows into CEEC.
FDI and taxes in the EU15 and the New Member Countries
We choose to study how labor taxation affects investment decisions within the EU27. As we believe that FDI decisions differ between investments in the old EU (EU15) and in and the NMCs. Figure 3 shows the development of the statutory corporate tax rate since 1995, while Figure 4 Increasing FDI flows have hence coincided with decreases in both corporate as well as labor tax rates. Whether the increase in FDI can be attributed to lower tax rates, and in that case which ones, needs to be further investigated.
Method and Data
In order to estimate how labor taxation affects FDI decisions, we employ the two-step
Heckman estimation technique, which is appropriate when FDI flow data are characterized by many zero observations, in order to mitigate problems of sample selection bias (Davis & Kristjánsdóttir, 2010) .
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In addition, we believe that this estimation method fits nicely with the underlying FDI decision process. According to Razin et al (2004) and Razin & Sadka (2006) , foreign investment decisions can be characterized by a two-step procedure; first, a location decision on whether to invest or not in a particular country, and second, a flow decision on how much to invest. Razin et al (2004) model this by assuming fixed setup costs of new investments, making bilateral FDI flows between an investing and a host country "lumpy".
4
The fixed costs play no role in the decision on the amount of investment, but affect the location decision and whether to engage in FDI at all. This two-fold nature of the investment decision suggests that the empirical estimation should make use of a sample selection procedure. The
Heckman' selection estimation model is, hence, a natural candidate. Also, using this model allows the independent variables to have different effects on the decision to invest and the amount to invest, respectively.
In the Heckman's selection model, selection from the sample is first predicted and then used to adjust the OLS estimates to account for the selection bias. In other words, the model assumes an underlying selection equation determining whether the dependent variable is observed or not (whether FDI takes place or not). More specifically, we estimate the following model:
Equation (1) estimates the determinants of the amount of FDI flows, while equation (2) estimates the underlying selection equation where s ijt is one if the FDI flow from country i to country j is positive, and zero otherwise. The error terms are assumed to be normally distributed with a covariance σ 12 and with a correlation coefficient ρ. If ρ is positive, OLS estimation of equation (1) will yield biased results while Heckman provides consistent and asymptotically efficient estimates.
We estimate the effect of tax rates on FDI by using unbalanced panel data on the bilateral FDI flows between all 27 member countries of the European Union for the period 1997-2007. We follow previous studies on FDI and use a gravity model where FDI is determined by standard gravity variables, as well as taxes, agglomeration economies, and additional control variables. 5 We follow Blonigen and Davies (2004) and use a log-linear specification to deal with the skewness common in FDI data. In more detail, the flow equation (1) 
where lnFDIflow ijt , is the natural logarithm of the flow of FDI from investing country i to host country j in year t. lnGDP it and lnGDP jt are the logarithms of the investing and host country's GDP, respectively, lnDIST ij is the logarithm of the bilateral distance between country i and j, TAXDIFFLAB ijt is the difference in labor tax rates between the host and investing countries, TAXDIFFCORP ijt is the same difference for the corporate tax rates, AGGLOM ,jt-1 is an agglomeration variable based on the previous year's stock of FDI in the host country, X 1i,j,t is a vector of additional bilateral and host country control variables assumed to affect the inflow of FDI, and λ t is a time dummy.
Since the gravity framework typically deals with flows, we use bilateral net FDI outflows from investing to host country, provided by Eurostat, as our dependent variable.
The data set records about 2000 observations of FDI flows to the NMCs and a little more than 2600 observations of FDI flows to the old member countries. For these observations, a EU15 country is the investing country in approximately 60 percent of the cases.
Regarding different components of FDI, equity capital constitutes the largest part of FDI for both new and old member countries.
The main independent variable of interest in this paper is the labor tax rate.
According to theory, we should expect average taxes to influence discrete decisions, such as whether to invest or not, and marginal tax rates to influence decisions such as how much to invest. Consequently, we want to use average tax rates in the selection equation and marginal tax rates in the flow equation. As we are interested in how tax differences affect investment and location, we wish to use forward-looking tax measures, as investment decisions primarily depend on current and expected future tax rules. Defining these tax rates is not straightforward. We use two different sets of average and marginal labor tax rates. First, we use the implicit average tax rate on labor income from Eurostat (Eurostat, 2010) , and the top marginal income tax rate (IBFD). The implicit average tax rate is calculated as the ratio of total tax revenues to a proxy for the potential labor tax base.
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The top marginal income tax rate is the statutory marginal tax rate applying to personal income in the top bracket. Second, we use the average and marginal tax rates derived by OECD for a single person with an income that is 167 percent of the average production worker's (APW) (OECD, 2010).
Our preferred tax set is the top marginal tax rate as it is forward looking, and we also believe the top marginal tax rate to be more relevant for firms trying to attract productive high-skilled labor than the rate of a person with an income 167 percent of the APW. Moreover, the OECD tax data lack information on many of the new EU members.
In addition, the definition of how they are measured was changed in 2000. 7 We calculate the difference in the average and marginal taxes between host and investing country and expect this difference to negatively influence FDI outflows.
How to measure the other tax rate variable, the corporate tax rate, is not straightforward either. By the same logic as above, we use average in the selection and marginal in the flow equation. We choose to use effective tax rates as these take into account the tax base, depreciation rules, government tax compensations etc. More specifically, they are calculated as the net present value of tax payments as a share of the net present value of pre-tax income. It should be noted, however, that these tax rates are based on a hypothetical investment project that requires a number of assumptions and simplifications. Data on effective marginal and average taxes are provided by Devereux et al (2008) starting in 1998. Again, we use the differences in tax rates between host and investing country and expect this difference to be negatively related to the outflow of FDI.
Another independent variable thought to affect FDI flows is agglomeration (Hansson & Olofsdotter, 2010) . Agglomeration economies may appear at many different levels and it is far from clear-cut how this variable should be measured. In this paper, we follow the basic setting in Konrad & Kovenock (2009) and let the stock of FDI reflect agglomeration economies in the host country. Thus, we expect that countries with a larger pre-existing stock of FDI will also have, ceteris paribus, an advantage in attracting new investment compared to countries with a smaller stock. The use of the FDI stock as a determinant of FDI flows emphasizes a self-reinforcing effect of agglomeration economies that is empirically supported in, e.g., Cheng and Kwan (2000) . We use the previous year's total stock of FDI, from all countries in the sample except from the investing country in question, in the host country as our main agglomeration variable. The results from most empirical studies, though, suggest that distance tends to have a negative impact on FDI.
It should be emphasized that despite its goodness of fit, the gravity framework for FDI is theoretically unfounded.
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The obvious reason is the multifaceted nature of FDI that makes the impact of markets and geography complex. While the simple bilateral gravity framework should work well for horizontal FDI, vertical FDI and export-platform FDI decisions have a definite multilateral character where the decision to invest in a specific country is not isolated from alternative investment locations.
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We include a market potential variable for the host country that is measured as the market size (in terms of GDP) of all other countries in the sample weighted by distance. Thus, if FDI is mainly in the form of export-platform FDI, where the host-country serves as a platform for exports to third markets, this variable is expected to be positive. For vertical FDI, on the other hand, market potential is less clear.
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In addition, the vector X 1 also incorporates several host country characteristics such as the inflation rate, the share of government investment, labor productivity per hour worked as well as dummies for whether the host and investor are actually members of the EU in a particular year. These variables as well as further data description are presented in the appendix.
9 For a theoretical discussion of trade costs and FDI, see Neary (2009) . 10 A more theoretically founded framework for FDI, provided by Carr, Markusen & Maskus (2001) , includes distance and trade costs. 11 The multilateral character of FDI, in combination with the impact of market access, is also related to the difficulty in defining the scope for agglomeration economies. 12 As discussed in, e.g., Blonigen et al (2004) , market potential will have no effect on vertical FDI where the multinational enterprise (MNE) seeks the single lowest cost producer by evaluating all possible locations. On the other hand, in cases where several activities are to be outsourced by a MNE, the market potential of a specific location is likely to have a positive impact on the FDI decision.
In the selection equation, equation (2), X 2 includes all variables in X 1 and, in addition, trade openness and GDP per capita for identification. The average tax rate differentials are employed for the tax variables.
An alternative estimation technique to deal with problems arising due to a large number of zero observations is to use a Tobit estimation. The zero observations are then treated as a result from a censored process. Alternatively, we use a Tobit estimation technique to estimate the impact of labor taxes on FDI decisions. The Tobit estimator, however, assumes that the effects of the independent variables are the same for both the probability of being selected and the observed amount. Table 1 The agglomeration variables also seem to be important determinants of FDI.
Results
Previous stock of FDI influences the amount invested positively, and market potential has an impact on whether investment takes place or not. Agglomeration, hence, seems to positively affect both whether investment takes place and the amount invested.
Of the other variables, it is noteworthy that government investment has a negative impact, and that labor productivity influences the amount positively but the selection 13 This contradiction could possibly be explained by the multifaceted nature of FDI and differences between FDI to Iceland and within the EU. To Iceland a majority of FDI is greenfield, and hence characterized by large fixed set-up costs. FDI within the EU is characterized by large amounts of equity capital where the fixed set-up costs are substantially lower.
negatively. When the investing country is an EU-member both the probability that investment takes place and the amount invested increase. However, whether the host country is an EU-member seems to be of less importance for the investment decision and the amount invested. Table 2 includes corporate tax rate differentials as well. As expected, corporate tax rate differentials are important determinants of FDI. In both specifications, the corporate tax rate differentials have a negative and statistically significant impact on the amount of FDI invested as well as the discrete FDI decision.
Even though the inclusion of the corporate tax rate differential does not lessen the significance of the labor tax variable, the magnitude is reduced to around -2 (for our preferred marginal tax rate differential). The economic impact of the corporate tax rate differential on FDI is larger than for the labor tax rate differential variable; with a semielasticity of -3 to -5. Previous FDI stock still has a positive impact on the amount invested; although the market potential variable plays a positive and significant role in the selection process, it now has a negative impact on the amount invested.
As pointed out by Hansson & Olofsdotter (2010) , corporate tax rate differentials impact decisions on FDI flows from the EU15 to new members and within the EU15 differently. There is no reason not to expect the same to hold for labor taxation. Hence, we now distinguish between the impacts of the different determinants of FDI flows from the EU15 to the new member states (NMCs) and within the EU15. The regression results for investment decisions on flows from the EU15 to the NMCs are reported in Table 3 , and the results for investment decisions within the EU15 are reported in Table 4 . The results reveal some interesting differences. Starting with Table 3 , labor tax rate differentials do not seem to be important determinants of investment flows to the NMCs.
The coefficients for the various labor tax variables are now insignificant, and in one case (the effective marginal tax differential) positive and significant. The corporate tax rate differential variables, however, are negative and statistically significant in both the flow and the selection equation for the two specifications. The magnitude is large; with a semielasticity for the effective marginal corporate tax rate differential between -6.9 and -8.7.
Another interesting difference regards the agglomeration variables. Both previous FDI stock and market potential are now insignificant (except for a negative and statistically significant impact in the flow equation in the second specification), suggesting that agglomeration economies do not explain FDI flows from the EU15 to the NMCs. Worth noting is that the gravity variable distance now has a negative impact on the decision to invest and the amount invested. In addition, the amount of FDI invested in the NMCs is positively influenced by government investment in the NMCs.
Turning to Table 4 and investment within the EU15, taxation of labor seems to be an important determinant of the amount investment within the EU15. In the first specification, the top marginal labor tax differential variable is negative and statistically significant; with a semi-elasticity of -5.2. In the second specification, the effective marginal labor tax differential variable is also negative and statistically significant with a semi-elasticity of -3. Corporate tax rate differentials also influence the amount invested negatively and statistically significantly, but to a lesser extent than for investment flows to the NMCs. The semi-elasticities for the corporate tax rate differentials are between -5.5 and -4.8. Interestingly, distance now has a positive and significant impact on the decision to invest, which suggests that the further away the host country is, the more likely it is that investment takes place.
So far, we have looked at how the differences in labor taxation between host and investing country impact FDI decisions. The host and investing countries' tax rates may be of different importance, however. As Razin & Sadka (2006) suggest, only host country tax rates matter for investment flows once FDI is present, while the tax rate in the investing country is more important for location decisions. We investigate whether this is the case in our sample, for both labor and corporate taxation, by using the level of the marginal and average labor and corporate tax rates in the host and investing countries. Table 5 presents the results from the regressions. For the investment decision the average labor tax rate in the investing country matters positively, as expected, while the average labor tax rate in the host country has no statistically significant impact. Contrary to Razin & Sadka, we find that the amount invested is positively affected by the marginal tax rate in the investing country and insensitive to the labor tax rate in the host country. The results for the corporate tax rate are similar; the tax rate in the investing country seems to matter more than the tax rate in the host country.
In addition, we investigate whether the impact of labor taxation on FDI decisions differs over time by dividing the sample into two subsamples, one including the years up and until 2002 and one including the years after 2002. The results from these regressions, using our preferred tax measures, shown in Table 6 , suggest that labor taxation has become a more important determinant of FDI flows since 2002. Specifically, for the investment decision, the average corporate tax rate differential is negative and statistically significant in the earlier period, while the average labor tax rate differential is insignificant in the same period. In the later period, the average labor tax rate differential has a negative and statistically significant impact on the investment decision, while the effect of the average corporate tax rate differential declines when it comes to both magnitude and significance levels. For the flow decisions the same pattern arises. The impact the marginal labor tax rate differential has on the amount invested has increased over time, while the effect of the marginal corporate tax rate differential has declined.
This suggests that the role labor taxes play in investment decisions has increased over time.
Finally, we re-run some of the regressions using a Tobit estimation technique. Table 7 reports results from three Tobit estimations for investment flows within the EU27, from the EU15 to the NMCs, and within the EU15. The results from the Tobit estimation are similar to those from Heckman's two-step estimation. The top marginal labor tax differential is negatively correlated with FDI flows in the whole sample and for investment flows within the EU15. As before, the labor tax differential does not seem to be an important determinant of FDI flows from the EU15 to the NMCs. Again, the corporate tax rate differential is negatively correlated with FDI flows, and more so for FDI flows to the NMCs.
Further analysis and discussion
The regression results suggest that labor taxation is an important determinant of FDI. This is not surprising as labor taxation, especially of high-skilled labor, affects firms' production costs, the ability to retain and attract productive labor, as well as workers' effort and ultimately the return to investments. It is also consistent with the literature on FDI and labor (or wage) costs that tends to document a negative relationship between labor costs and FDI, especially since labor cost and labor taxation are highly correlated.
14 Despite high correlation, incorporating the wage cost in the host country does not change the results noticeably. The semi-elasticity for the top marginal labor tax differential is reduced from -2.2 to -1.99. The labor cost variable has a negative and statistically significant impact in the selection equation but no significant impact on the amount invested.
The negative impact of labor taxation on FDI seems to have intensified over time.
While corporate taxation has played an important role in FDI decisions before, labor taxation seems to have become more important for FDI decisions in recent decades, probably because corporate tax rates have converged within the EU and have thereby become of less importance for FDI decisions within the EU15. This is consistent with Braunerhjelm & Thulin (2009) who find that FDI has become increasingly sensitive to wage costs.
The results also reveal some interesting differences between decisions on FDI flows within the EU15 and to the NMCs, which indicates that the nature of FDI differs between the two member groups. For instance, the negative impact of distance on FDI flows to the NMCs suggests that these flows are of vertical character, while the positive impact of distance on investment within the EU15 suggests export-platform natured FDI within the EU15. That labor taxation on higher incomes has a negative impact on investments within the EU15 also supports this.
To further determine whether there are significant differences between the effect labor taxation has on investment flows within the EU15 and to the NMCs, we re-run the regression using the whole sample, but include an interaction term between the labor tax 14 The correlation between top marginal tax rate and labor cost is 0.66.
difference and a dummy that equals one if the host country is a NMC. We expect this interaction term to be positive if labor taxation is of less importance for decisions on FDI flows to the NMCs. While the effect of the tax rate differential variable is negative and statistically significant, the interaction term is positive and statistically significant and eliminates the negative impact, or even turns it positive, of the labor tax rate differential on investment flows to the NMCS. This further supports the notion that labor taxation influences decisions on FDI flows within the EU15 differently from those to the NMCs.
Finally, the level of labor and corporate tax rates in the investing country seems to be more important for FDI decisions than the tax rate in the host country. 15 This suggests that high taxes at home are more important for investment decisions than low taxes in the host country. Countries with high levels of taxation should then expect a larger outflow of investment than countries with lower levels of taxation.
Conclusions
We find that labor taxation is important for FDI decisions, and deters FDI within the EU statistically and economically significantly. A one percentage point increase in the top marginal tax rate differential reduces FDI flows by 2 to 3 percent. Similarly, a one percentage point increase in the corporate tax rate differential reduces FDI flows by 3 to 5 percent. Hence, labor taxation deters FDI almost as much as corporate taxation. FDI flows within the EU15 are especially sensitive to labor taxation, while those to the NMCs are more sensitive to corporate taxation. 
